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New regulations placing comprehen- 
sive restrictions on the purchase of 
investment their 


securities for own 


account by national banks or state 
member banks of the Federal Reserve 
System were 
Comptroller of the Currency 
date of February 15, 1936. 
Paragraph Seventh of Section 5136 
of the Revised Statutes of the United 
States, as amended by Section 308 of 
the Banking Act of 1935 (approved 
August 23, 1935), that 


the association may purchase for its 
account investment securities under such 
limitations and restrictions as the Comp- 
troller of the Currency may by regulation 
prescribe. In no event shall the total amount 
of the investment securities of any one 
obligor or maker, held by the association for 
its own account, exceed at any time 10 per 
centum of its capital stock actually paid in 
and unimpaired and 10 per centum of its 
unimpaired surplus fund. 


promulgated by the 
under 


provides 


own 


Under the same paragraph of Sec- 
tion 5136, an investment security is de- 
fined as follows: 


As used in this section the term “invest- 
ment securities” shall mean marketable obli- 
gations evidencing indebtedness of any 
perscn, copartnership, association, or corpora- 
tion in the form of bonds, notes, and/or 
debentures, commonly known as investment 
securities, under such further definition of 
the term “investment securities” as may by 
regulation be prescribed by the Comptroller 
of the Currency. 





Restrictions on Investments by Banks 


(New York O flice ) 


By Lester E. Norris 


Section | of the Comptroller’s regu- 
lations deals with the definition of the 
term “investment securities,” and sup- 
plements the definition contained in the 
Banking Act of 1935 with the follow- 


ing: 


An obligation of indebtedness which may 
be purchased for its own account by a na- 
ticnal bank or a state member bank of the 
Federal Reserve System in order to come 
within the classification of “investment 
securities” within the meaning of the para- 
graph of Section 5136 above quoted must be 
a marketable security as designated by the 
express language of said paragraph and can 
be purchased for the bank’s own account 
only under the limitations and restrictions 
provided in said paragraph and the pro- 
visions of these regulations. 

Under ordinary circumstances the term 
“marketable” means that the security in 
question has such a market as to render sales 
at intrinsic values readily available. 

In determining whether a given security is 
marketable it must meet the 


following 
minimum requirements : 


(a) That the 
large 


issue be 
total to 
possible ; 


of a sufficiently 
make marketability 


(b) (1) That a public distribution of the 
securities must have been provided 
for or made in a manner to protect 
or insure the marketability of the 
issue, or, in the alternative 
(2) other existing 


securities of the 
issuer have such a public distribution 
as to protect or insure the market- 
ability of the issue under considera- 
tion, and such issue must be regis- 
provisions of the 


tered under the 
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“Securities Act of 1933” as amended, 
unless it is exempt from registration 
under Section 3 thereof. 

(c) That where the issued 
under a trust agreement, the agree- 
ment must provide for a 
dependent of 
trustee 


security is 


trustee in- 
such 
trust 


the obligor, and 
must be a 
company. 


bank or 


Particular attention is called to the statu- 
tory provision that the investment securities 
which may 
form of 


be purchased must be “in the 
bonds, 
commonly known as 


debentures, 
investment securities.” 


notes, and/or 
If an obligation is in the form of a security, 
it must comply with these regulations as 
to “marketability” as a condition to the 
bank's right to invest therein. 

Any such security which fails to comply 
with the law and these regulations, will not 
be deemed legally acquired, even though the 
bank considers the transaction as being a 
loan rather than a purchase of “investment 
securities,” except where such security evi- 
dences real estate loans made pursuant to 
Section 24 of the Federal Reserve Act, (a) 
where the obligations actually represent an 
initial loan by the bank, or (b) where the 
obligations were purchased pursuant to said 
section, in which case the bank is required 
thereby to purchase the entire issue. 


Section II] of the regulations supple- 
ments the restrictions contained in the 
Act with further limitations and _ re- 
strictions, as follows: 


(1) Although the bank is permitted to 
purchase “investment securities” for its own 
account for purposes of investment under 
the provisions of R. S. 5136 and this regu- 
lation, the bank is not permitted otherwise 
to participate as a principal in the market- 
ing of securities. 

(2) The statutory limitation on the 
amount of the investment securities of any 
one obligor or maker which may be held by 
the bank, is to be determined on the basis of 
the par or face value of the securities, and 
not on their market value. 

(3) The purchase of “investment securi- 
ties” in which the investment characteristics 
are distinctly or predominantly speculative, 
or “investment securities” 
nated standard than 


of a lower desig- 


those which are dis- 


tinctly or predominantly speculative, is pro- 


hibited.* The purchase of securities which 
are in default, either as to principal or inter- 
est, is also prohibited. 

(4) Purchase of an “investment security” 
at a price exceeding par is prohibited, unless 
the bank shall: 

(a) Provide for the regular amortiza- 
tion of the premium paid, so that the pre- 
mium shall be entirely extinguished at or 
before the maturity 
the security 


of the security and 
(including premium) shall at 
no intervening date be carried at an 
amount in that at which the 
obligor may legally redeem such security; 
or 


excess of 


(b) Set up a reserve account in order 
to amortize the premium, said account to 
be credited periodically with an amount 
not less than the amount required for 
amortizaticn under (a) above. 

(5) Purchase of securities convertible 
into stock at the option of the issuer is pro- 
hibited. 

(6) As to purchases of securities under 
repurchase agreement, subject to the limita- 
ticns and restrictions set forth in the law 
and these regulations: 

(a) It is permissible for the bank to 
purchase “investment securities” from an- 
other under an agreement whereby the 
bank has an option or an absolute right 
to require the seller of the securities to 
repurchase them from the bank at a price 
stated or at a price subject to determina- 
tion under the terms of the agreement, but 
in no case less than the market value at 
the time of repurchase. 

(b) It is permissible for the bank to 
purchase “investment securities” from an- 
other under an agreement whereby the 
seller or a third party guarantees the bank 
against loss on resale of the securities. 

(c) It is not permissible for the bank 
to purchase “investment securities” from 
another under an agreement whereby the 
seller reserves the absolute right or the 
option to repurchase said securities itself 
or through its nominee at a price stated or 
at a price subject to determination under 
the terms of the agreement, notwithstand- 
ing the fact that the bank may also, under 
such agreement, have the absolute right 


* The terms employed herein may be found in 
recognized rating manuals, and where there is 
doubt as to the eligibility of a security for pur- 
chase, such eligibility must be supported by not 
less than two rating manuals. 
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or option to compel the seller to repur- 
chase the securities at a price stated or at 
a price subject to determination 
the terms of the agreement. 


under 


(7) As to sales of securities under repur- 
chase agreement, 

(a) It is permissible for the bank to sell 
securities to another under an agreement 
whereby the bank has an option or an 

absolute right to repurchase the securities 
from the buyer at a price stated or at a 
price subject to determination under the 
terms of the agreement, but in no case 
in excess of the market value at the time 
of repurchase. 

(b) It is not permissible for the bank 
to sell securities to another under an 

agreement whereby the purchaser reserves 

the absolute right or the option to require 

the bank to repurchase said securities at a 

price stated or at a price subject to deter- 

minaticn under the terms of the 
ment, notwithstanding the fact that the 
bank may under such agreement, 
have the option or absolute right to repur- 

chase the securities from the buyer at a 

price stated or at a price subject to deter- 

mination under the terms of 
ment. 

In view of the fact that some banks may 
have bcught or sold securities under a form 
of agreement above indicated as prohibited, 
the bank should either terminate or modify 
same so as to conform to these regulations, 
where such action may lawfully be taken. 
Existing agreements of the prohibited type 
must not be renewed. 


agree- 


also, 


the agree- 


EXCEPTION 

(1) The restrictions and limitations of 
these regulations do not apply to securities 
acquired through foreclosure on collateral, 
or acquired in good faith by way of compro- 
mise of a doubtful claim or to avert an 
apprehended loss in connection with a debt 
previously contracted. 


The major purposes of the above 
regulations appear to be as follows: 

To require banks to invest in mar- 
ketable securities yielding normal rates 
of interest and not in securities of 
questionable value, such as those in 
default of principal and/or interest, or 


undergoing reorganization which at 


current market prices present possibil- 
ity of gain but which may be restricted 
as to marketability ; 

To estop banks from purchasing se- 
curities of corporations having small 
issues, which issues do not have proper 
distribution and are, therefore, limited 
as to marketability ; 

To require, in the case of purchases 
of securities issued under trust agree- 
ments, that such 


agreements pro- 
vide for a bank or 


trust company as 
trustee; it is usual procedure for a 
bank to make an investigation of the 
obligor before accepting a trusteeship, 
and a bank through the operations of 
its corporate trust department is 
equipped to supervise and control the 
terms and conditions of the agreement ; 

To prohibit banks from purchasing 
for investment account, — securities 
which are convertible into stock at the 
option of the issuer ; banks are not per- 
mitted to invest in stocks and this pro- 
hibition precludes a bank from 
investing in a security which might 
subsequently be converted into stock ; 

To prevent a bank which purchases 
investment securities at a price exceed- 
ing par from taking into current earn- 
ings anything but the net income yield 
therefrom. 

The restriction as to the purchase 
and sale of securities under repurchase 
agreements appears to be intended to 
prevent banks from purchasing infe- 
rior issues of securities which have no 
ready market, relying solely on the 
guarantee against loss provided by the 
seller and to estop banks from cloaking 
loans as repurchase agreements, there- 
by exceeding the loan limit prescribed 
by the statutes. 

In addition to the regulations set 
forth above, the Comptroller of the 
Currency has advised banks that the 

(Concluded on page 23 ) 
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Some Considerations Affecting the Payment of 
Dividends 


By WALTER RICHARD STAUB 


(New York Office) 


The comments on the subject of this 
article are not intended to constitute a 
complete, or even comprehensive, treat- 
ment of the subject of corporate divi- 
dends. Limitations of space alone would 
preclude doing so, in part because of 
the increasing complexity of modern 
business and finance, and in part, be- 
cause each state has its own laws gov- 
erning the organization and conduct of 
corporations subject to its jurisdiction. 
Further, no attempt will be made to 
deal with the [ 
dividends paid under various circum- 
stances, as that is in itself a subject of 
considerable scope. 


income tax aspects of 


The purpose of this article is to di- 
rect attention to some aspects of the 
subject which are naturally of interest 
to accountants. It is to be emphasized, 
however, that it is not intended to en- 
courage or enable the accountant to 
decide what the law is in respect of 
any question which may come up in 
practice. Rather it is hoped that the 
comments will aid the accountant to 
recognize questions upon which the ad- 
vice of counsel should be had before 
either client or accountant attempts to 
reach a conclusion as to their legal 
aspects. 


Profits and Dividends 


It is a truism that the primary ob- 
jective of a business is the making of 
profits, just as it is the expectation of 
the owners that such earnings as are 
not needed in the enterprise will be 
divided among themselves in accord- 
ance with their respective rights and 
interests. The question of whether a 


corporate distribution of profits by 
means of dividends is a proper one 1s 
of vital interest to the directors, stock- 
holders and creditors of a corporation, 
Directors are personally liable for the 
payment of illegal or unjustified divi- 
dends and stockholders are liable for 
unpaid subscriptions, and, by majority 
opinion, for discount on stock 1f such 
amounts are necessary to pay creditors. 
Creditors are naturally interested in 
seeing that the assets of the company 
from which they are to be paid are not 
dissipated by improper dividends. 
There is often a marked distinction 
between sources which the law 
siders as available 


con- 
for dividends and 
those which the accountant feels may 
be so utilized. Regardless, therefore, 
of the accountant’s personal opinion as 
to the propriety of a dividend when 
considered in the light of good ac- 
counting practice, he should be familiar 
with some of the more general legal 
restrictions which are placed on the 
declaration and payment of dividends, 
as well as with some of the special or 
specific privileges under the laws of 
[ the more liberal states. At- 
tention will be directed to some of the 
pertinent legal principles which have 
been laid down, either at common law 
or by case or statute law. The discus- 
sion will be confined to certain ques- 
tions concerning ordinary dividends 
paid in cash, as distinguished from 
those paid in stock or other property. 


some ol 


‘‘Capital’’ Not Available for Dividends 


Let us first view the problem in its 
negative aspect and ask the question: 
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When are dividends not legally per- 
missible? Under the common law div- 
idends may not be paid out of capital, 
or, stated conversely, dividends may be 
paid only out of profits. Just what 
constitutes profits in this sense, and 
when they are available for dividends, 
will be considered in subsequent para- 
graphs of this article. The general rule 
stated above has been included in the 
statutes enacted in various 
govern corporate procedure, though 
some states emphasize the capital as- 
pect and others the profits aspect. Typ- 
ical of the statutes emphasizing the 
capital aspect is that of New York, 
known as the Stock Corporation Law, 
which in Section 58 provides that: 


states to 


No stock corporation shall declare or pay 
any dividends which shall impair its capital 
or capital steck, nor while its capital or 
capital stock is impaired, nor shall any 
such corporation declare or pay any divi- 
dend or make any distribution of assets to 
any of its stockholders, whether upon a re- 
duction of the number of its shares or of its 
capital or capital stock, unless the value of 
its assets remaining after the payment of 
such dividend, or after such distribution of 
assets, as the case may be, shall be at least 
equal to the aggregate amount of its debts 
and liabilities including capital or capital 
stock as the case may be. 


What constitutes the “capital” which 
may not be distributed in the form of 
ordinary cash dividends? The ques- 
tion is an interesting one, and we find 
different interpretations 
given by the courts as to the meaning 
of “capital” in this connection. Should 
it represent capital actually paid in, or 
the par or stated value ascribed to the 
capital stock? The State of Illinois, 


have been 


for example, permits dividends to be 
paid if the net assets exceed the stated 
capital of the company (Business Cor- 
poration Act of 1933, Sec. 41(a) ). 
Accountants generally probably in- 





cline to the view that, in the case of 
fixed least, the “capital” 
which must not be impaired by the 
payment of that repre- 
sented by the actual assets which are 
acquired by a company in exchange for 
its capital stock; in other words, the 
capital actually paid in, which may or 
may not be the same as the par or 
This 
seems the most logical view where cap- 
ital paid in is at least equal to or more 
than the par or stated value of the 
This conservative viewpoint is 
not always reflected in statutory law, as 
most states allow the payment of divi- 
dends out of paid-in or capital surplus. 
The Delaware law, for example, de- 
scribes surplus available for dividends 
as the excess of the net assets of the 
The New 
Jersey statute specifically provides that 
the directors shall not “divide, with- 
draw, or in any way pay to the stock- 
holders or to any of them, any part 
of the capital stock of such corpora- 
tion,” inferring that any balance above 
the capital stock is available for divi- 


assets, at 


dividends is 


stated value of the capital stock. 


stock. 


corporation over its capital. 


dends. (C. S. 30, as amended by L. 
1930, C. 120 No. 1, Supp. 1930 No. 
47-30.) Attention is also directed to 


the New York law quoted above. 
Suppose, however, that the actual 
assets acquired are less than the par or 
stated value of the stock issued there- 
for. What is to be considered the 
“capital” which is not available for 
dividends? Such a question was pre- 
sented in Goodnow v. American Writ- 
ing Paper Company, 73 N. J. Equity 
692 (1907), where the company had a 
profit in the current year, and present 
assets were in excess of the actual as- 
sets with which the company began 
business, although because the capital 
stock was issued for property grossly 
overvalued, present assets did not equal 
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the aggregate of the liabilities and the 
par value of the capital stock issued 
and outstanding. The court allowed 
the payment of the dividend from cur- 
rent income, reasoning that so long as 
the company retained net assets at least 
equal to the actual net assets with 
which it began business there could be 
no objection to the payment of the 
dividend. It follows under this rea- 
soning that if stock is watered by issu- 
ing it for good will or other intangibles 
at excessive valuations, dividends could 
rightly be paid out of earnings before 
they had accumulated sufficiently to 
eliminate the “water” from the par or 
stated value of the capital stock. 

It should be remembered, however, 
that in the above case the plaintiff was 
a stockholder suing to restrain pay- 
ment of the dividend, and that the 
court in effect merely held that the 
stockholder was being protected to the 
extent of the property originally re- 
ceived by the corporation for its stock. 
It seems doubtful that the court would 
render the same decision under the 
present New Jersey law, quoted above, 
as it provides that the “capital stock’’ 
is to be maintained intact before pay- 
ment of dividends. 

While there may be a technical ar- 
gument that a stockholder’s interest is 
protected so long as the capital actually 
paid in is kept intact, even though it be 
less than par or stated value, such a 
definition of “capital” is not sound 
when consideration is given to the rela- 
tionship of the creditor and the com- 
pany. It is urged that the creditor has 
the right to expect the capital as it 
appears on a balance sheet to be the 
so-called “trust fund’? which must be 
kept intact before dividends may be 
paid. Such capital would be the issued 
and outstanding stock of the company 
at its par or stated value, regardless 


stock was issued 
either at a premium or a discount. The 
latter situation is the one which is of 
particular importance to the creditor, 
and the courts have generally followed 
the decision of the United States Su- 
preme Court in Scovill v. Thayer, 
105 U. S. 143, in holding that when 
stock is issued at a discount, and the 
company subsequently becomes insol- 
vent, stockholders are liable to cred- 
itors for the difference between the par 
value of the stock and the amount actu- 
ally paid therefor. In the Scovill case 
the subscribers paid 20 per cent. on 
their shares, and, pursuant to an agree- 
ment between them and the company 
that no further assessments would be 
made, full paid shares were issued. The 
difference between the par value and 
the amount actually received was 
charged to discount on stock. The 
court held that the agreement for waiv- 
ing the further assessments by issuing 
full paid stock was in equity void as 
to creditors. 

An apparent exception to this gen- 
eral rule is found in the New York 
Southworth v. Morgan, 205 
N. Y. 293, in which the court held that 
an agreement to issue full paid shares 
for an amount less than the par value 
was binding even as to creditors. It 
was pointed out, however, that such a 
rule applies only where there is a bind- 
ing agreement to issue stock at less 
than par, and that mere unpaid sub- 
scriptions constitute a part of the cap- 
ital under the trust fund theory. 

What should be “capital” where the 
amount paid in is more than the par 
or stated value of the stock? 

In Merchants’ & Insurers’ Reporting 


Co. v. Youte et al. 178 Pacific 540 


of whether such 


case of 


(1919), the court held that the entire 
proceeds from sales of stock are to be 
considered the “capital stock” within 
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the meaning of the statute so far as 


nonavailability for dividends is con- 
cerned, even though the stock was 
issued for more than par value. The 


statute referred to was Section 309 of 
the Civil Code of California, which 
provided that unless authorized by the 
Commissioner of Corporations ‘‘the di- 
rectors of corporations must not make 
dividends, except from surplus profits 


arising from the business thereof, 
: nor must they divide, with- 
draw, or pay to the stockholders 


any part of the capital stock.” 
However, the present California law 
permits the declaration of dividends 
payable in cash or property only out of 
earned surplus, or out of net profits 
earned during the preceding accounting 
period, even though the net assets 
amount to less than the stated capital, 
also out of paid-in surplus (italics sup- 
plied) or surplus arising from the re- 
duction of stated capital. But the pay- 
ment of dividends from the last two 
sources is restricted to shares entitled 
to preferential dividends, and must be 
accompanied by notice of the source of 
the distribution. (C. C. $346,as amended 
by L. 4933, C. $49). It would 
seem that the decision in the Mer- 
chants’ & Insurers’ case would not be 
applicable under the present statute. 
In Massachusetts, and doubtless also 
in some other states, it is customary to 
indicate in the corporate papers filed 
with the state the amount of the cash 
or property paid in when the stock is 
issued which is intended to be paid-in 
surplus, with a statement that such sur- 
plus is available for any corporate pur- 
pose, including the payment of divi- 
dends. Under such conditions the cap- 
ital which must be conserved is only 
the amount received which is not spe- 
cifically designated as capital surplus. 
On the other hand, if the papers as 
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filed with the state do not specify an 
amount as paid-in surplus, the entire 
amount received for the stock is cap- 
ital even though in excess of the par 
value of the stock issued or the stated 
value of no-par stock. 

Summarizing, we find that in gen- 
eral the “capital” which ordinarily may 
not be distributed in the form of divi- 
dends is the par or stated value of the 
capital stock, although in some juris- 
dictions such “capital” or “capital 
has been considered to be the 
actual amount paid in, whether more 
or less than the par or stated value. 


stock” 


Dividends and Deficits 

A question which is a logical sequi- 
tur of the foregoing discussion is 
whether or not deficits which have im- 
paired the capital of the company must 
be made good before any further div- 
idends may be declared. The leading 
British cases in this field are Lee v. 
Neuchatel Asphalt Co., 41 Ch. D. 1, 
and Jn re National Bank of Wales, 
Limited, 2 Chancery 629. In the lat- 
ter case the court said, “There is no 
obligation under the Companies Acts 
to make good out of the profits of one 
year a loss of capital occurring in pre- 
vious year.” 

The British rule that dividends may 
be paid out of a current year’s earn- 
ings without first making good an ac- 
cumulated deficit resulting from prior 
years’ losses is followed to a certain 
extent in this country. The Delaware 
law, for example, provides that, sub- 
ject to charter restrictions, dividends 
may be declared out of the net assets 
in excess of the company’s capital, or, 
“in case there shall be no such excess, 
out of its net profits for the fiscal year 
then current and/or the preceding fis- 
cal year.” The statute, however, does 
provide that no dividends may be paid 
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out of such profits until any impair- 
ment of capital represented by out- 
standing shares of all classes having a 
preference upon the distribution of as- 
sets has first been made good. (G. C. 
LL. No. 34; Rev. Code, c. 65, No. 34 
as amended by L. 1929, c. 135, No. 
16. ) 

The New Jersey statute provides 
that dividends may be paid from either 
surplus or from net profits arising 
from the business of the corporation, 
but that no distribution may be made 
from the company’s capital stock. (C. 
S. No. 30, as amended by L. 1930, c¢. 
120, No. 1 Supp. 1930, No. 47-30.) 
This statute apparently prohibits div- 
idends where a deficit exists. In two 
cases the New Jersey Courts have held 
that stockholders are liable to a re- 
ceiver in insolvency proceedings for 
dividends paid out of capital, so far as 
necessary to pay debts. (Mills v. Hen- 
dershot, 70 N. J. Eq. 258, 264; Hil- 
liams v. Boice, 38 N. J. Eq. 364.) 

There is no specific mention, as there 
is in the Delaware law, that if there be 
no surplus, dividends may be paid out 
of current year’s profits. Presumably 
it would be held that the surplus re- 
ferred to means either earned or other 
surplus, and that under the second al- 
ternative, profits from which dividends 
may be paid must exceed losses over 
the period of corporate existence. Such 
an interpretation would prevent pay- 
ment of dividends out of current earn- 
ings where a net deficit has resulted 
from the operations of prior years. At- 
tention is called to the Goodnow v. 
American Writing Paper Company 
case (N. J.), previously discussed, in 
which the court allowed the dividend 
out of current year’s profits despite the 
fact that present assets did not equal 
the aggregate of the liabilities and the 
par value of the capital stock. It would 


appear from this decision that current 
profits might be available for dividends 
regardless of previous deficits. In 
view, however, of the many develop- 
ments during the almost thirty years 
which have elapsed since the Goodnow 
decision it would seem that directors 
might be incurring a risk in relying on 
such a premise. 

The California statute, as pointed 
out, permits payment of dividends out 
of earned surplus or out of net profits 
earned during the preceding accounting 
period (which shall not be less than six 
months nor more than one year in 
duration) despite the fact that the net 
assets of the corporation may amount 
to less than the stated capital. 

An accountant would consider divi- 
dends paid under such circumstances 
as ill-advised, to say the least. It is 
obvious that if this liberal rule were 
carried to extremes it would be pos- 
sible to pay occasional dividends even 
though the company were gradually 
becoming insolvent. In recognition of 
this fact many states have included in 
their statutes relating to corporations 
specific prohibitions against paying div- 
idends out of current earnings while 
a deficit exists. For example, the Llli- 
nois statute provides that ‘“*no dividend 
shall be declared or paid at a time 
when the corporation is insolvent or its 
net assets are less than its stated cap- 
ital, or when the payment thereof 
would render the corporation insolvent 
or reduce its net assets below its stated 
capital.” (Business Corporation Act 
of 1933, Sec. 41.) 

The Ohio General Code, No. 8623- 
38, Sections (a) and (b), allows the 
declaration of dividends payable in 


cash, shares, or other property out of 
the excess of the aggregate of its assets 
(less deductions for depletion, depre- 
ciation, losses and bad debts) over the 
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aggregate of its liabilities plus stated 
capital. California adopts a middle of 
the road course and restricts the pay- 
ment of dividends out of current 
profits where there is no earned sur- 
plus in the following rule: “If the 
value of the net assets amounts to less, 
through depreciation, depletion, losses, 
or otherwise, than the aggregate 
amount of stated capital attributed to 
shares having liquidation preferences, 
the corporation shall not declare divi- 
dends out of net profits, except upon 
such shares, until the value of the net 
assets has been restored to such aggre- 
gate amount of the stated capital attrib- 
uted to outstanding shares having liqui- 
dation preferences.” This is also the 
Delaware rule where the capital repre- 
sented by preferred shares is impaired. 

The present New York statute, 
quoted on an earlier page, would also 
appear to forbid, in effect, the pay- 
ment of dividends while the statutory 
capital is impaired by the existence of 
a deficit. 

It goes almost without saying that 
the more conservative rule as exempli- 
fied in the New York, Illinois and 
Ohio statutes is to be preferred over 
that in effect in Delaware, known for 
the liberality of its corporation laws. 

One method of getting around the 
difficulty of accumulated deficits is to 
reduce the par or stated value of the 
capital stock and create a_ surplus 
thereby. This procedure was followed 
in the case of Roberts v. Roberts- 
Wicks Company, 184 N. Y. 257 
(1906), where the capital structure of 
the defendant consisted of preferred 
and common stocks, the former being 
entitled to cumulative dividends of six 
per cent. before any dividends could 
be declared on the common stock, and 
which dividends were payable “out of 
the surplus profits arising from the 


business.” No dividends were paid 
for over three years, during which 
time the capital of the company had 
become impaired, 
reduced its 


The company then 
preferred and common 
stocks by a third, creating a surplus. 
Thereupon the board of directors or- 
dered the payment of dividends in 
arrears on the preferred stock, as well 
as a dividend on the common, but all 
on the reduced number of shares. The 
court held that the surplus created by 
a reduction of capital stock was in 
effect a capital, and 
since the company’s charter or by-laws 
provided that dividends were to be paid 
only out of 


segregation of 


“surplus profits arising 
from the business” it was not available 
to pay such preferred dividends.* If 
distributed, it must be in proportion to 
the holdings of all the stockholders and 
considered a return of capital. How- 
ever, it is to be borne in mind that the 
New York statute (quoted in part on 
an earlier page) now reads differently 
than at the time of the Roberts-Wicks 
case, and it seems likely that the de- 
would be different under the 
present law. 


cisi¢ yn 


Premium or Discount on Securities or 
Profit on Conversions 

In The Equitable Life Assurance 
Society v. Union Pacific Railroad 
Company, 212 N. Y. 360 (1914), the 
railroad had credited its profit and loss 
account with more than $15,000,000 
through the retirement of its convert- 
ible bonds by the issuance of common 
stock on a basis of one share at par 
($100) for $175 par value of bonds. 
The plaintiff, a holder 


of preferred 





* “Distributions of an excess secured 
reductions of capital stock are a 
capital. 


solely by 
distribution of 
‘his surplus would not repre- 
sent surplus profits arising from the business, and 
a distribution of such surplus could not be con- 
sidered as a dividend.’”” Montgomery’s Auditing 
Theory and Practice, Fifth Edition, page 447. 
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stock, sought to prevent the distribu- 
tion of a dividend to common stock- 


holders out of such special surplus on 


the theory that the common stock of 
$100 par value had been issued for 
$175 per share, and that the entire 


should be treated and main- 
tained as capital, and if distributed 
should be pro rata to all stockholders. 
The court, in allowing this dividend, 
held that such reasoning was fallacious, 
and that “the extra $75 paid per share 
represented the amount of accumulated 
profits or surplus which it was sup- 
posed would be apportionable to each 
share of new stock,” and was “for the 


amount 


purpose of equalizing as between new 
and old stockholders their respective 
rights in accumulated profits which 
‘ were current and distributable 
as dividends.” 

In addition to the surplus arising 
from the conversion of its bonds into 
common stock, the company had re- 
alized large profits from the sale of 
certain capital assets. It was held that 
such profits were properly distributable 
in the form of dividends, being a le- 
gitimate profit incident to the opera- 
tions of the company. While this 
reasoning may be technically or legally 
correct, it would in many cases be 
more conservative to retain such prof- 
its as a safeguard against possible 
future losses from sales of other cap- 
ital assets. 

In the case cited above it was held 
that the $75 premium realized on the 
conversion of $175 face value bonds 
for $100 par value common stock was 
available for dividends, whereas in the 
case of Merchants’ & Insurers’ Re- 
porting Co. v. Youts et al. (a Califor- 
nia case), previously discussed, it was 
held that the entire proceeds from sale 
of stock were to be considered as “cap- 
ital stock,” and not available for divi- 
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dends. In the 
premium 


first instance the 
through a financial 
reorganization, and in the latter case 
from an initial issue of stock. The 
decision in the case of Smith v. Cot- 
ting, 231 Mass. 42, is of interest here. 


arose 


The Massachusetts court said that 
“whatever might be said as to pre- 


miums paid on shares originally issued, 
it is obvious that the very large pre- 
miums received by the corporation on 
some subsequent issues were paid not 
as capital, but for the right to share in 
the profits, surplus and other earnings 
which had been accumulated and re- 
mained undistributed.” Such a state- 
ment seems to present a reasonable and 
practical answer to the question as to 
whether stock issues 
should be available for dividends. 
There should be no question as to 
the propriety of paying out in divi- 
dends, profits resulting from the pur- 
chase of a company’s own bonds at a 
discount, for such profits arise from 
merely liquidating a liability at less 
than its f However, the 


premiums on 


face amount. 
question becomes more involved 
when considering the book profit 
which results from the acquisition by 
a company of its own capital stock at 
less than its par or stated value. If it 
is the policy of a company to buy and 
sell its own stock just as it would other 
securities, then any profit (or loss) 
may be reflected in the income account, 
and would be available for dividends. 
If, on the other hand, stock is pur- 
chased with the intention of perma- 
nently retiring it, any profit thereon 
should be credited to capital surplus, 
and ordinarily the use thereof for divi- 
dends is undesirable, even when not 
legally forbidden, unless notice is given 
to the stockholders of the unusual 
source of the dividend. The same 


objection holds in the case of stock or 
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ther contributed to the com- 
pany as so-called “donated surplus.” 


However, while it is probably legal 


assets 


in most cases to pay dividends from 
such sources, it 1s interesting to note 
restrictions which have been placed on 
The 


State of Illinois, for example, provides 


such dividends by several states. 


as follows: 


Dividends may be paid out of paid-in sur- 
plus or surplus arising from the surrender 
to the corporation of any of its shares only 
upon shares having a preferential right to 
receive dividends, provided that the source 
of such dividends shall be disclosed to the 
shareholders receiving such dividends, 
currently with the payment thereof. (Busi- 
ness Corporation Act of 1933, Sec. 41 (b).) 


con- 


The Michigan statute (Act No. 327, 
P. A. 1931) likewise restricts to pre- 
ferred stockholders dividends from 
other than earned surplus with a sim- 
ilar provision regarding disclosure of 
the source of the dividend. Ohio 
allows dividends to be paid from “other 
than earned excess of assets’? to any 
stockholders, provided that they are 
notified of the source of such divi- 
dends. (General Code No. 8623- 
38(d).) 


Unrealized Appreciation of Assets 

Can cash dividends be paid from 
surplus resulting from unrealized ap- 
preciation of assets, however definite 
and certain that appreciation may ap- 
pear to be? Under some of the more 
liberal statutes, such as those of Dela- 
ware and New Jersey, and probably 
New York, dividends declared and paid 
out of such a surplus would probably 
be perfectly legal. However, the con- 
servative accountant and auditor must 
subscribe emphatically to the desira- 
bility in principle of the Illinois rule 
which is laid down by Section 41(c) of 


the Illinois Business Corporation Act 
of 1933, and reads as follows: 


No dividend, except a dividend payable 
in its own shares, shall be declared or paid 
out of surplus arising from unrealized ap- 


preciation in value, or revaluation of assets. 


The Michigan statute (Act No. 327, 
P. A, 1931) has the wording slightly 
different, but in effect says much the 
same thing, when it states that: 

Nothing contained in this act shall prevent 
a corporation, whose capital is not impaired, 
from declaring dividends from ap- 
preciation of the value of the assets of such 
corporation. 


stock 


In Southern California Home Build- 
crs v. Young, 188 Pacific 586 (1920), 
the directors were held liable for de- 
claring dividends on the basis of a 
balance sheet which showed a surplus, 
but which was based on the inclusion 
in the balance sheet of property ac- 
counts at prices at which it was ex- 
pected the properties would be sold, 
the estimated profit thereon having 
been taken into surplus account. Said 
the court: 


A mere advance in value of property prior 
to its sale, or estimated profits on partially 
executed contracts, do not constitute profits, 
because the fluctuations of the market and 
the uncertainty of the completion of the 
contracts may bring about a_ condition 
where the estimated profits were 
in fact liabilities or direct losses. 


An interesting sidelight on the treat- 
ment of unrealized appreciation is 
found in the present rule of the Massa- 
chusetts Commissioner of Corpora- 
tions and Taxation under which he de- 
termines whether or not corporate 
dividends are taxable. He calls for a 
balance sheet at the date of the divi- 
dend with assets stated at their market 
value on that date. If on such basis 


there is an excess of net assets over 
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capital, the dividend is considered tax- 
able, even though the books of the 
corporation may show a deficit be- 
cause of unrealized appreciation. Con- 
versely, if he finds the net 
to be less than capital, he rules that the 
dividend is ruled to be out of capital, 
even though the corporation may show 
substantial surplus on its books, and 
over its entire corporate history had an 


excess of income over losses. 


assets 


In any case where dividends are paid 
out of unrealized appreciation of assets, 
the directors take upon their shoulders 
a heavy responsibility because of the 
possibility of it being later shown that 
their judgment as to the value of the 
assets was unsound. 


Shrinkage in Value of Assets 

The opposite side of the unrealized 
appreciation problem presents itself 
when still owned 
have declined in value, and such de- 
cline in value may therefore be said 
to represent only potential or unreal- 
ized losses. 


assets which are 


Must such losses be ap- 
plied against the surplus in determining 
the amount actually 
distribution ? 


available for 
This question was dis- 
cussed in Jrving Trust Company v. 
Gunder, 152 Misc. 83, 271 N. Y. S. 
795. It would appear that, at least in 
New York, and in those states where 
the statute is similar to that of New 
York in its requirement that a divi- 
dend must not be paid “unless the 
value of its (corporation’s) assets re- 
maining shall be at least equal 
to the aggregate amount of its debts 
and liabilities including capital or cap- 
ital stock (italics supplied) any 
evident decline in asset values must be 
taken account of, and if such decline 
not yet provided for or recognized in 
the company’s accounts exceeds its 
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surplus, a dividend could not properly 
be paid.” 


Consolidated Surplus 

Several nice questions arise as to 
surplus available for dividends in the 
case of a holding or parent company. 
Technically, dividends should be paid 
only from the parent company’s own 
surplus, regardless of any undistrib- 
uted earnings of subsidiaries accumu- 
lated since acquisition of control by 
the parent company. However, if the 
declaration of a dividend by the direc- 
tors of the parent company would re- 
sult in a deficit in its surplus account, 
it is ordinarily a mere formality to 
have sufficient dividends declared by 
the subsidiaries (if available to them) 
and thus prevent any deficit. We find 
therefore a tendency to consider the 
consolidated surplus as available for 
parent company dividends, even though 
this is not technically correct. 

A more important aspect of this 
problem appears under the following 
conditions: Parent company has no 
available surplus, and subsidiaries’ sur- 
plus accounts consist only of earnings 
accumulated prior to acquisition by the 
parent company. Dividends are de- 
clared by the subsidiaries from such 
earnings. Cuery—Can such dividends 
be treated by the parent company as 
current income available for dividends ? 
From an accountant’s point of view 
the answer would be that surplus of a 
subsidiary at date of acquisition by the 
parent company is represented by, or 
forms part of, the net assets acquired 
by the parent, and that any dividend 
paid from such surplus is but a return 
of capital investment as far as the 
parent company is concerned, and as 
such is not available for payment of 
dividends to stockholders of the parent 

(Concluded on page 21) 
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Recent S. E. C. Developments 


By L. H. Rappaport 


(New York O fice) 


There have been a number of recent 
developments in the activities of the 
Securities and Exchange Commission 
under the several acts with the admin- 
istration of which it is charged. Some 
of them which should be of interest to 
accountants are as follows: 


Securities Act of 1933 


A new compilation and_ revision 
known as the “General Rules and Reg- 
ulations under the Securities Act of 
1933” was announced by the Commis- 
sion in January, 1936. The new rules 
are essentially a codification of the old 
rules; a few changes have been made 
with a view to rearrangement and clar- 
ification. On March 15, 1936, the new 
rules will become effective; after that 
date the old ones will be obsolete. 

In the new compilation the rules are 
grouped according to subject matter 
under three broad classifications known 
as “regulations.” Regulation A covers 
exemptions generally, except those re- 
lating to oil and gas interests; Regula- 
tion B covers exemptions relating to 
oil and gas interests; Regulation C in- 
cludes the rules with regard to regis- 
tration. 

The regulations are subdivided into 
“articles” and further subdivided into 
“rules.” Each rule has been numbered 
and, insofar as practicable, rules relat- 
ing to the same subject matter have 
been assigned numbers in the same 100 
series. The sequence in which the 
rules have been arranged is based in 
general on the chronological order of 
the steps taken in registration. In or- 
der that any additional rule adopted in 


the future may be assigned a number 
at the point appropriate to the subject 
matter, the rules have not been num- 
bered consecutively. 

The Commission has supplied a 
cross-reference table with the new 
compilation for convenience in finding 
provisions in the new rules correspond- 
ing to those in a particular rule as ex- 
isting prior to the adoption of the 
General Rules and Regulations. The 
table also enumerates certain of the 
old rules not included in the compila- 
tion, with brief indications that such 
rules have been included elsewhere or 
have been rescinded, the rescission to 
take effect March 15, 1936. 

Subject to action by the Commission 
prior to March 15, 1936, the General 
Rules and Regulations contain all the 
rules under the Securities Act which 
will be in effect on that date, except 
the following : 

1. Forms for registration with accom- 
panying instruction books. 


2. Rules of Practice before the Commis- 


sion. 


The new regulations do not differ 
substantially from the old rules as con- 
tained in various releases, forms and 
instruction books. Regulation A, for 
example, relating to exemptions, repre- 
sents a substantial readoption of a 
rule entitled “Regulations Exempting 
Securities of Limited Amounts Pur- 
suant to Section 3(b) of the Securities 
Act of 1933,” adopted in Releases 
Numbered 182, 218, 390, and 532 and 
as amended by Releases Numbered 
247, 330, and 405. The new compila- 
tion represents an admirable attempt 
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at simplification as exemplified in the 
foregoing illustration. 

Qualifications of Accountants: Rule 
650, dealing with qualifications of 
accountants, reads as follows: 

(a) The Commission will not recognize 
any person as a certified accountant who is 
not duly registered and in good standing as 
a certified public accountant under the ac- 
counting laws of the state, territory, or 
country of his residence or principal office. 
The Commission will not recognize any per- 
a public accountant who is not in 
good standing and entitled to practice as 
such under the laws of the state, territory 
or country of his residence or principal 
office. 

(b) The Commission will not recognize 
any certified accountant or public account- 
ant as independent who is not in fact inde- 
pendent. An accountant will not be con- 
sidered independent with respect to any per- 
son in whom he has any substantial interest, 
direct or indirect, or with whom he is con- 
nected as an officer, employee, promoter, 
underwriter, trustee, partner, director, or 
person performing similar functions. 


son as 


The above rule is substantially the 
same as Article 14 in the old regula- 
tions with one important difference : the 
word “substantial” in the second sen- 
tence of (b) above is new. The addi- 
tion of the word appears to indicate 
an important change in the attitude of 
the Commission. Previously an ac- 
countant owning ten shares of U. S. 
Steel might not have been viewed as 
“independent” with regard to his cer- 
tification of that company’s statements. 
The phrase ‘substantial interest’ sub- 
stitutes a reasonable attitude for an 
inflexible one. What constitutes a 
“substantial interest,” however, must 
necessarily depend on the circum- 
stances of the particular case. 

Certification by Accountants: Rule 
651 in the new compilation relating to 
accountants’ certificates is as follows: 

The certificate of the accountant or ac- 
countants shall be dated, shall be reasonably 


comprehensive as to the scope of the audit 
made, and shall state clearly the opinion of 
the accountant or accountants in respect of 
the financial statements of, and the account- 
ing principles and procedures followed by, 
the person or persons whose statements are 
furnished. In certifying to the 
statements, independent public or  inde- 
pendent certified public accountants may 
give due weight to an internal system of 
audit regularly maintained by means of 
auditors employed on the registrant’s own 
staff. In such case the independent account- 
ants shall review the accounting procedures 
followed by the registrant and its subsidi- 
aries and by appropriate measures shall sat- 
isfy themselves that such accounting pro- 
cedures are in fact being followed. Noth- 
ing in this Rule shall be construed to imply 
authority for the omission of any procedure 
which independent public accountants would 
ordinarily employ in the course of a regular 
annual audit. The certificate of the account- 
ant or accountants shall be applicable to the 
matter in the registration statement proper 
to which a reference is required in the finan- 
cial statements. 


financial 


With one important difference, the 
new rule is substantially the same as 
the old one: Article 15, as amended, of 
the old rules, contained a provision as 
follows: 

If anything comes to the attention of such 
accountant, or he obtains knowledge of any 
facts before the effective date of the regis- 
tration statement which would make any 
of the material items therein untrue, or in- 
dicate there was an omission to state a ma- 
terial fact required to be stated, or necessary 
to make the statements therein not mislead- 
ing, he shall bring such immediately to the 
attention of the Commission. 


It is not known why the Commission 
omitted from the new rule the 
above provision relating to newly dis- 
covered defects in a registration state- 
ment. However, any reputable ac- 


has 


countant would bring such defects of a 
material nature to the attention of the 
Commission, whether or not the rules 
required it, or he would take the steps 
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necessary to withdraw from the regis- 
tration. 

Incorporation by Reference: The 
rule relating to incorporation of ex- 
hibits has been enlarged in scope so as 
to include exhibits filed under any act 
administered by the SEC. The pre- 
vious rule read in part as follows: 

Any issuer may incorporate by reference 
In a registration statement any one or more 
exhibits previously or concurrently filed with 
the Commission as a part of another regis- 
tration statement under the Securities Act 
of 1933 or as a part of an application for 
registration under the Securities Exchange 
Act of 1934. 

Paragraph (a) of the new rule 
(562) provides: 

Any exhibit or part thereof previously or 
concurrently filed with the Commission pur- 
suant to any Act administered by the Com- 
mission may be incorporated by reference as 
an exhibit to any registration statement. 


Thus a registrant may incorporate 
by reference, in its registration state- 
ment under the Securities Act of 1933, 
exhibits previously or concurrently 
filed under the Securities Act of 1933, 
the Securities Exchange Act of 1934, 
the Public Utility Holding Company 
Act of 1935, or any other act that may 
be administered by the SEC. 

A similar change has been made in 
the rule relating to incorporation of 
financial statements by reference. The 
new rule (563) reads as follows: 

Any financial statement or part thereof 
previously or concurrently filed with the 
Commission pursuant to any Act adminis- 
tered by the Commission may be incorpor- 
ated by reference in any registration state- 
ment, if it substantially conforms to the 


requirements of the form on which such 
registration statement is filed. 


A rule (566) has been adopted 
which prohibits the incorporation by 
reference of any exhibit or financial 


statement “which has been withdrawn 
or which is contained in a registration 
statement subject, at the time of filing 
the subsequent registration statement, 
to pending proceedings under Section 
8 (b) or 8 (d) or to an order entered 
under either of those sections.” 
Prospectuses: The provisions re- 
garding the filing of prospectuses have 
been changed. Under the new rules 
the registrant is required to file five 
copies of the prospectus with the reg- 


istration statement at the time the 
statement is filed. In addition there 
must be filed within five days of 


the public offering twenty copies of the 
prospectus actually used in the public 
offering. 

A similar modification has been made 
in the rule (850) relating to prospec- 
tuses used more than thirteen months 
after the effective date of a registra- 
tion statement. The former rule pro- 
vided that “five copies of the form of 
prospectus proposed to be used shall 
be filed’; the new rule provides that 
twenty copies shall be filed. 

Changes have also been made in the 
rules relating to omissions from pros- 
pectuses for securities registered other- 
wise than on Form A-2. The changes 
are numerous and therefore not de- 
tailed here. The attention of persons 
registering on Forms A-1 and E-1, in 
particular, should be drawn to the new 
provisions. 

Some of the changes relating to 
financial statements are as follows: 

The prospectus under a Form A-1 
registration previously permitted an 
issuer to omit all balance sheets sub- 
mitted in answer to Item 54 except as 
to the latest balance sheet. Similarly 
all income accounts submitted as part 
of Item 55 could be omitted except the 
income account of the latest fiscal year 
and any subsequent period. The new 
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rule (830) provides that all supporting 
schedules to balance sheets and to in- 
come accounts may be omitted from 
the ‘prospectus. Stated differently, 
under a Form A-1 registration an 
issuer is now compelled to include in 
the prospectus all of the registrant’s 
balance sheets and income accounts 
which are supplied in the registration 
statement. 

The text of Rule 830, pertaining to 
matter which omitted from 
prospectuses for securities registered 
on Form A-1, reads in part as follows: 


may be 


: information in respect of the fol- 
lowing . . . may be omitted from any 
prospectus : all supporting schedules 
to balance sheets and profit and loss state- 
ments; all financial statements and schedules 
of any unconsolidated subsidiary the total 
assets of which, as shown by its latest bal- 
ance sheet filed with the registration state- 
ments, amount to less than fifteen per cent. 
of the total assets of the registrant and its 
consolidated subsidiaries as shown by the 
latest consolidated balance sheet filed with 
the registration statement. 


A change has also been made in the 
rule governing the financial statements 
contained in a prospectus for securities 
registered on Form C-1, the form to be 
used by unincorporated investment 
trusts of the fixed type. Formerly 
there could be omitted from such a 
prospectus all of [Exhibit P except as 
to the income account of the latest 
fiscal year and any subsequent period. 
(Exhibit P relates to the income ac- 
count of the trust for the last three 
fiscal The rule, as revised, 
makes it mandatory to supply all of 
Exhibit P in the prospectus. 


years. ) 


Securities Exchange Act of 1934 

Registration of Additional Securi- 
ties: In an effort to simplify the 
procedure of registering additional se- 
curities of listed corporations, the 





Commission has adopted a new form 
designated 8-A. This form is an 
amendment of the previous Form 8-A 
which could be used only for the regis- 
tration of securities issued in exchange 
for other securities of the same issuer. 
Except for this provision regarding 
exchanges, the registration of addi- 
tional securities formerly required the 
same data, presented in the same man- 
ner and detail as an application for 
original registration. 

After March 7, 1936 the new form 
may be used for the registration of 
securities on an exchange on which 
other securities of the issuer are regis- 
tered. The additional securities may 
be of the same class as those already 
registered or of a different class, but 
the form is limited to those issuers for 
which the following forms would be 
appropriate in an original listing: 

Form 
tions. 


10—The basic form for corpora- 


Form 11—For unincorporated issuers. 

Form 13—For insurance companies other 
than life and title insurance companies. 

Form 15—For incorporated 
companies. 

Form 17—For unincorporated issuers en- 
gaged in investing or trading in securities. 


investment 


For the most part the requirements 
of the new form are limited to infor- 
mation concerning the transaction by 
which the additional 
been or are to be 


securities have 
issued. Securities 
to be registered on official notice of 
issuance can be so registered only if 
the transaction of issuance is described. 
As to the basic data, since the securi- 
ties of the issuer are already registered, 
the Commission relies upon the orig- 
inal application for registration and the 
reports on the “ 


K” forms keeping such 
information 


current. Consequently, 


financial statements are not required, 
except as to businesses to be acquired 
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with the securities registered or the 
proceeds thereof. 

New Compilation of Rules and Reg- 
ulations: The Commission announced a 
new compilation, dated January 24, 
1936, of its rules and regulations under 
the Securities Exchange Act of 1934. 
No changes of significance were made, 
nor was there a general rearrange- 
ment of the rules. With the new com- 
pilation at hand, however, the reader 
can discard numerous amending re- 
leases. 


Public Utility Act of 1935 


The Commission has under consid- 
eration a uniform system of accounts 
for holding companies and utility serv- 
ice companies. Study of, and sugges- 
tions regarding, the draft classifications 
have been invited from representatives 
of the utility companies and associa- 
tions and from the American Institute 
of Accountants. Mr. Staub is a mem- 
ber of the Institute Committee on Pub- 
lic Utility Accounting which has been 
cooperating with the Commission. 

A Washington dispatch in the New 
York Herald Tribune of March 10 
contained the following statement re- 
garding the work of the Commission 
in relation to the utility holding and 
service companies placed under its jur- 
isdiction by the Public Utility Act 
of 1935: 


The S. E. C., it was announced, has cir- 
culated for “comment” a proposed draft of 
rules and a form for service sales and con- 
struction contracts, under authority given in 
the public utility holding company act. 


The 





draft, which covers nine mimeographed 
pages, was sent to each registered holding 
company, the National Association of Rail- 
road and Utility Commissioners, the Com- 
mittee of Utility Executives, which has been 
cooperating with the commission, the Fed- 
eral Power Commission and others. 

The draft places under strict Federal con- 
trol the operation of subsidiaries and hold- 
ing concerns on performance of services, 
construction or sale of goods. After June 
30 of this year the following subsidiary 
companies, in general, may perform services 
for associated companies: An approved 
mutual service company, a subsidiary com- 
pany approved by the S. E. C., and com- 
panies principally engaged in the business of 
operating electric or gas companies. <A 
form is set up for approval of service con- 
tracts. 

PERFORM SERVICES AT COST 


A general principle is established that reg- 
istered holding companies and _ subsidiary 
companies shall perform services at cost, 
under discretionary control of the S. E. C. 

The form, designed as an application of 
approval of a mutual service company or a 
declaration as to the organization of a sub- 
sidiary service company, requires details as 
to the type of company, the method of its 
control, details of capital structure, salaries 
of officials, and so on. 

The draft may be revised later after com- 
ment of the industry has been secured. Since 
the larger utility holding companies are still 
unregistered, because of the legal fight 
against the public utility holding company 
law, promulgation of the rules would affect 
only a small percentage of the field. 


In consequence, so far as the writer 
is aware, the Commission has indicated 
no intention of duplicating the super- 
vision of the accounts of operating 
utilities which they received from state 
regulatory bodies. 
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A Radical Tax Suggestion 

The President’s recommendations 
for a radical change in the method of 
computing the federal income tax pay- 
able by corporations which has been in 
approximately a quarter 
century has called forth widespread 
discussion. The purpose of the pro- 
posed change was stated to be to reach 
for taxation the undistributed earnings 
of corporations on which only the nor- 
mal corporate income tax (and to 
some extent the excess-profits tax) has 
heretofore been paid, thus putting on 
a basis of substantial equality the earn- 
ings distributed, which are subject to 


force for 


individual surtaxes, and the undistrib- 
uted earnings, which would be subject 
to the proposed tax. The present cor- 
porate income, capital stock and ex- 
cess-profits taxes would be repealed. 
Precise equality can obviously not 
be secured because the undistributed 
earnings (in which stockholders of 
both small and large incomes have pro- 
portionate interests) would be taxed en 
bloc whereas surtaxes are levied indi- 
vidually according to the income of 


each individual taxpayer. The grad- 


uation of the proposed tax would have 
practically no effect in attempting to 
secure the desired equality. 
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The feature of the proposed method 
which has given rise to the greatest 
concern is the effect it would be likely 
to have of discouraging the accumu- 
lation by corporations of substantial 
surplus or “reserves” during good 
times in order to meet the losses of 
bad times which experience teaches 
may confidently be expected to recur in 
business cycles. 

Had the managements of our large 
corporations not pursued a conserva- 
tive dividend policy during the period 
of large earnings in the twenties, which 
thus enabled them to enter the depres- 
sion well armed financially to with- 
stand the huge losses that came to 
many of them, receiverships and reor- 
ganizations might well have been more 
numerous among the outstanding busi- 
ness corporations of the country than 
was fortunately the case. 

Various suggestions present them- 
selves for meeting this situation in the 
event that Congress wishes to make in 
principle the radical change proposed 
by the President. One plan would be 
to exempt a certain proportion of the 
undistributed earnings entirely. A 
precedent for this procedure is found 
in Section 351 of the present revenue 
act which permits personal holding 
companies to retain 20 per cent. of 
each year’s earnings without imposi- 
tion thereon of the penalty tax on un- 
distributed earnings of such 
panies. 

Another method would be to tax a 
certain proportion of the undistributed 
earnings at, say, the present corporate 
income tax rate instead of at the much 
heavier rates which have been sug- 
gested for application to the undistrib- 
uted earnings. 

Still another method would be to 
permit the accumulation of undistrib- 
uted earnings without tax, or at only 


com- 





the present corporation rate, until they 
equal the aggregate losses of, say, the 
past five years. 

special consideration is necessary 
in the case of a corporation which has 
accumulated a large deficit and which, 
in addition to questions of financial 
policy, is forbidden by law to pay any 
dividends whatever until its deficit has 
been extinguished. 

Further conditions which must re- 
ceive consideration are the obligations 
which many companies have under 
sinking funds of bonds and preferred 
stock, floating debt which must be 
liquidated, and possibly other obliga- 
tions which can be met only by the 
accumulation of surplus instead of dis- 
tributing an undue portion of current 
‘arnings. To some extent this situa- 
tion would be met by one or another of 
the suggestions made above, but not 
entirely so. 

The newly formed business corpo- 
ration must also receive careful 
consideration. If it is not to be en- 
couraged—or permitted, without bur- 
densome taxation—to accumulate a 
substantial surplus, how is it to reach 
a strong financial position? The 
stronger the business structure of the 
country, the stronger will be the gen- 
eral economic position of the country. 

[t is quite obvious that the matter is 
one which should be the subject of 
considerable study and _intelligent— 
nonpartisan—discussion, if great harm 
is not to be done to the business struc- 
ture of the country which has under- 
gone such a tremendous strain during 
the depression period. 


C. P. A. Examinations 


The following definitions of ‘“hy- 
pothecation,” which appeared in recent 
C. P. A. examination papers in one of 
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the middle west states, indicate why 
the mortality among applicants for the 
C. P. A. certificate is so high: 

“Certifying to something one knows to be 
incorrect.” 

“Process of estimating.” 

“The act of stealing or taking without 
permission certain assets of the business. 
This act may be done in such a manner by 
the bookkeeper that the fact may not be 
noticeable until the books are audited by an 
accountant.” 

“The financial position of a corporation 
giving effect to a proposed plan of refi- 
nancing is a hypothecation.” 


Bankers and Accountants 


A good example of helpful coopera- 


tion between bankers and accountants 
was indicated in a recent advertise- 
ment in the New York newspapers by 
the Sterling National Bank and Trust 
Company, which read as follows: 
We like the report of a good accountant 
from a prospective borrower. In part this 
is because his check confirms our confidence. 
In part, too, it is because we know the coun- 


sel of a good accountant is essential to 


business success. 


the accountant 
makes it all the more important that 
he render the most effective and con- 
scientious service of 
pable. 


This confidence in 


which he is ca- 





Book 


FEDERAL INCOME Tax HANDBOOK, 
1935-36. By Robert H. Montgomery, 
C.P.A., of Lybrand, Ross Bros. & 
Montgomery ; counsellor-at-law. For- 
mer President, New York State Soct- 
ety of Certified Public Accountants. 


The Ronald Press Company, New 
York: 1935. 
FEDERAL TAXES ON ESTATES, 


Trusts AND Girts, 1935-36. By Rob- 
ert H. Montgomery, C.P.A., and Ros- 
well Magill, Professor of Law at Co- 


lumbia University; member of the 
New York bar. The Ronald Press 
Company, New York: 1935. 


These two timely and useful hand- 
books are the work of a member of 
the Philadelphia bar who is well known 
also as a certified public accountant ; 
the collaborator in the second volume 
is a member of the New York bar and 
professor of law at Columbia Univer- 
sity. Such qualifications of the au- 
thors naturally lead us to expect a 
high standard of workmanship, and an 


* Reprinted from Legal Intelligencer, Philadel- 


phia, of December 31, 1935. 


Notice* 


examination of the volumes confirms 
this expectation. 

The subjects are not, of course, 
treated with the same wealth of detail 
and references to decisions, rules, and 
opinions as is found in certain tax 
services, which comprise many loose- 
leaf volumes of impressive bulk. It is 
in recognition of this fact, apparently, 
that the word “handbook” is used in 
the title of the larger of the present 
treatises. As a handbook—for quick 
and convenient reference and authori- 
tative statement of the law, regulations, 
and practice these manuals cannot be 
commended too highly. They will, it 
is believed, fill a real need, both for 
the tax expert who wishes merely to 
confirm his opinion or to refresh his 
recollection on the many points which 
arise during his day’s work, and for 
the attorney who does not specialize in 
such work but is nevertheless called 


upon to advise his clients in tax mat- 
ters from time to time and who needs 
a work of facile reference and of not 
too formidable proportions. 


























L.. &. #, 

The first work covers the entire field 
of income tax, except in its application 
to estates and trusts. That part of the 
subject and the estate and gift taxes 
are treated in the second and smaller 
volume. The method of treatment of 
the income tax is logical and easily 
followed. It commences with a dis- 
cussion of methods of accounting and 
bases of reporting income, considers 
the calculation of income from various 
sources, exempt and exemp- 
tions from tax, deductions for various 
items and concludes with the subjects 
of surtax on undistributed corporate 
profits, consolidated returns and ac- 
counts, taxation of nonresident aliens 
and foreign corporations, and pay- 
ments, assessment, refunds, and pen- 
alties. ‘There are also brief treatments 
of the capital stock tax, the excess 
profits tax, tax upon transfers to avoid 
the income tax, and dues and initia- 
tion fees. 

Both volumes are abundantly pro- 
vided with tables and indices, afford- 
ing reference to particular points by 
alphabetical entry, by the section of 
the act involved, or by a specific deci- 
sion known to relate to the matter 
under consideration. The typograph- 
ical arrangement is such that quota- 
tions from the statutes and the regu- 
lations are clearly distinguished from 
discussion and editorial comment. 

It is believed that these volumes will 
be found peculiarly helpful during that 
period of inevitable turmoil preceding 
March 15th, and that their utility will 
not cease with the filing of returns but 
will continue so long as any disputed 
questions arise in relation to taxes ac- 
cruing in 1935—which, if we are to 


income 
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judge from past experience, may ex- 
tend over the next decade. 


Some Considerations Affecting the 
Payment of Dividends 
(Continued from page 12) 

company. Certainly if dividends are 
declared under such circumstances, it 
is incumbent upon the auditor to see 
that the source thereof is clearly dis- 
closed in any financial statements cer- 
tified by him. 

After reviewing the various statutes 
and court decisions it would seem that 
corporations, just as some individuals, 
have certain so-called advantages de- 
pending upon their place of birth, but 
that such advantages, just as in human 
relationships, are not always used to 
their best interests. It is obvious that 
if a corporation were to use without 
any restraint whatsoever all the various 
privileges granted in respect to paying 
out dividends, it might well find itself 
in financial difficulty. 

It may be observed in conclusion 
that, no matter how many legal re- 
strictions may be imposed upon the 
payment of dividends, or how liberal 
the statutes may be to which the cor- 
poration is subject, in the final analy- 
sis the payment of dividends under 
varying conditions calls for not only 
a technical determination of whether 
a surplus exists or profits have been 
earned, but also for the exercise of 
good judgment in the light of the effect 
of such payment on the corporation’s 
financial position, the adequacy of the 
working capital which would remain, 
and like considerations. 
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“Control” in Retail Accounting 


This article by Alexander Kaylin is reproduced from the Executive Edition of 


Retailing (February 10 issue), and is of especial interest because of its extended 


reference to Mr. 


The word 
bogeyman in the lexicon of retailing. 


“control” has become a 


To the novitiate, it has come to mean a 
undecipherable charts and 
graphs, something to be mastered as 
the Latin alphabet is mastered. To the 
“practical’’ store executive, the me- 
chanics of control have 
veritable nightmares ; 


series of 


come to be 
} 


they have been 
the cause of all his departmental 
losses, his stock shortages, his mark- 
downs, et al. To explain this phenom- 
enon is really not as hard as it appears. 
Once the culpable parties are discov- 
ered, the explanation follows automat- 
ically. And the culpable parties stand 
out in bold relief; the controller him- 
self is first on the list and following 
him, closely, stands the non-technical 
executive. 

The controller is at fault because he 
has permitted non-control executives to 
be in abysmal ignorance of the simplest 
mechanics of accounting routine, and 
the non-technical man is at fault be- 
cause he has not been willing to take 
the trouble to find out what it is all 
about. 

There has been an undercover an- 
tagonism to the control function which 
has had no real justification; which is 
in fact, downright silly. In manufac- 
turing organizations, the comptroller 
is a major department head, whose 
work is recognized as being vital to 
management in all its phases. In stores 
there is constant bickering on all sides 
against controller decisions, which, in 
the main, are wholly in the interest 
of the institution’s perpetuity. There 
must be a coming together of all the 


3ell’s recently published book on Retail Merchandise Accounting. 


involved. The must 
make an effort to learn the fundamen- 
tals of retail and the 
controllers must so simplify procedure 


forces buyers 


mathematics 


as to make their reports understand- 
able. 


Control Not a Chinese Puzzle 


It’s really not so hard as it seems. 
Unbelievable as it may appear, the fun- 
damentals of the retail system of in- 
ventory are not quite in the class with 
Chinese puzzles. Why buyers can't 
learn to compute the gross margin, 
given the accumulative markon, the 
markdown, the cash discount, the stock 
shortage and the alteration 
something this writer will never at- 
tempt to answer. Schoolboys know 
the trick, and they know why, too. 

It’s history that the average store 


cost is 


executive doesn't know how to figure 
the selling price of an article when he 
is supplied with the cost price and the 
markup per cent. As to turnover, pro- 
ration, depreciation—these words are 
simply gloom signals for the typical 
store man. There is no need for these 
miserable deficiencies. 


‘Retail Merchandise Accounting” 


Just how simple all this business of 
control is, is indicated in a new book 
that has come to this desk. “Retail 
Merchandise Accounting” is as non- 
technical as a book of this nature can 
be. Controllers have known Hermon 
F. Bell, the author, for a long time, 
and other store men should hasten to 
make his acquaintance. 


He has spent 
his lifetime in the accounting field, and 























he has the knack of being able to ex- 
press his thoughts in language that 
even the uninformed retailer can un- 
derstand. Merchants should have their 
controllers study at least the first three- 
quarters of the volume, and_ they 
should reserve for their personal study 
the concluding chapters on Allocation 
of Expense to Departments, on Work- 
rooms, on Leased departments and on 
Some Tax Problems and Procedures 
of Retail Merchandise Accounting. 
The book is published by the Ronald 
Press Company and it sells for $5 the 
copy. It’s worth the price. 


Revised Income Statement 

In discussing the new form of in- 
come statement approved by the Con- 
trollers Congress, Mr. Bell makes a 
rather pointed criticism of its essen- 
tial value, and records categorically his 
doubt of its practicality in improving 
internal merchandising conditions. <A 
paragraph from the book is given here 
in the hope that proponents of the re- 
vised plan may turn on Mr. Bell and 
show him the error of his logic. (An 
editor always loves a fight.) Says Mr. 
Bell: “It should be noted how differ- 
ent would be the allocations under this 
new plan as compared with those out- 
lined heretofore in this chapter the 
traditional plan. Direct selling and de- 
livery items considered to 
be under a measure of control by 
buyers, are linked with administrative 
expenses, which are easily recognized 
as overhead costs. Similarly, with the 
expenses transferred to merchandise 
costs, the direct buying and publicity 
expenses are grouped with the over- 
head item in these functions, and with 
the pure overhead function, publicity. 
Such allocations, departmentally, would 
destroy completely the concept of 
buyer responsibility for direct costs 


expenses, 
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and for contributing a fair margin over 
direct costs toward the sum total of 
overhead expenses of the store and the 
store net profit.” 


Restrictions on Investments by Banks 
(Continued from page 3) 
statute authorizing banks to purchase 
and sell securities and stock upon the 
order and for the account of customers 
and not for the bank’s own account is 
not considered to be authority for 
banks to engage in the following ac- 

tivities : 

(a) Charging any commission or fee in 
excess of the fair cost of handling the trans- 
action. 

(b) Retaining any commission, rebate, or 
discount, obtained from others in purchasing 
for a customer, but the benefit of such 
reduction in price must be passed on to the 
purchaser, unless it does not exceed the 
cost of handling the transaction. 

(c) Acting as agent for a customer of the 
bank, to sell or distribute securities which 
are the obligation of said customer. 

(d) Using solicitors to obtain orders to 
purchase or sell securities for customers, 

(e) Acting as a middleman to bring bor- 
rower or issuer, and lender or purchaser to- 
gether for a fee or commission. 

(f{) Purchasing stocks or securities for a 
customer unless payment therefor has been 
received by the bank, or the customer has 
credits or collateral with the bank sufficient 
to cover, and the bank is authorized to 
charge the cost of the transaction against 
such credits or collateral. The bank must 
not use its own funds in such transactions. 

(g) Making any purchase or sale without 
disclosing that the bank is acting as agent 
and not as principal. 


The law section above-mentioned 
and the regulations issued thereunder 
by the Comptroller of the Currency re- 
strict by law the investments which 
may be made by banks in a number of 
respects which were formerly left to 
the good judgment and discretion of a 
bank’s directors. 
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Notes 


At a meeting of the Century Club in 
Coral Florida, on February 
10th, Colonel Montgomery discussed 
the development in the United States 
of a tropical garden or arboretum 
comparable with the tropical gardens 
in other parts of the world. 


Gables, 


He made the interesting statement 
that after long investigation it was 
found that the only feasible place for 
such a garden is in the southern part 
ay, and that 
with the possible exception of Queens- 
land this is the only large area of land 
on the globe which has an essentially 
tropical climate and is inhabited by 
Anglo-Saxons where a great garden of 
tropical plants could be built for the 
purpose of serving a civilization that 
is capable of thoroughly utilizing its 
facilities. 

Evidently California will have to do 
something about this. Not even hon- 
orable mention ! 


of Florida, on Biscayne 


On February 13 Mr. Staub ad- 
dressed the Philadelphia Chapter of the 
National Association of Cost Account- 
ants on the subject of Federal Taxa- 
tion, at a dinner meeting held at the 
Manufacturers and Bankers Club. On 
February 24 he gave a talk on Depre- 
ciation at a dinner meeting of the 
Philadelphia Control of the Controllers 
Institute of America at the Penn Ath- 
letic Club. In each case the talk was 
followed by a question and answer 
discussion. 


The March issue of the Journal of 
Accountancy contained an article by 
Mr. Staub on Cooperation of Account- 
ants with Bench and Bar, which was 
based on his address at a recent meet- 
ing of the New Jersey Society of Cer- 
tified Public Accountants. 


Mr. Marsh addressed on successive 
evenings in January the Columbus and 
Dayton, Ohio, chapters of the N. A. 
C. A. on “New Taxes and Tax Law 
Changes.” The N. A. C. A. Bulletin 
of February 15 contained a digest of 
his address. Mr. Marsh has long 
been active in the work of the N. A. 
C. A. and at the present time is vice- 
president and f 
chapters. 


director-in-charge 


Mr. Philip Bardes, Louis F. Becker, 
Hilton R. Campbell and Charles B. 
Witt have been elected to membership 
in the New York State Society of Cer- 
tified Public Accountants. 


Mr. H. R. Hersperger, a member 
of our Pittsburgh staff, has been ad- 
mitted to membership in the N. A. 
C. A. 


The following members of the staff 
of the New York office successfully 
passed the New York State C. P. A. 


examination recently held in New 


York: Raymond L. Collett, Ernest J. 
DuBois, Edmund A. Staub, and Rob- 
ert S. Warner. 
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